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PURPOSES AND METHODS OF =C==OM=B=I=N=A=T=IO=}==f. 
The primary purpose of the formation of a 
combination of two or more corporations is to secure 
greater profit through unity of control. This 
object may be accomplished by combining to the 
extent of obtaining a monopoly and thereby controlling 
prices, or by amalgamation for the purpose of effect-
ing economies in p:rod'Uct:io·h~·-c:O:stta.. In 1887 Congress 
passed the Interstate Commerce Act, prohibiting pools 
among railways, and short ly after the Sherman Anti 
Trust Law, which provided that every contract, 
combination in the form of trust or otherwise, or 
conspiracy in restraint of trade or commerce, was 
illegal. These two acts together with the enact-
ment of anti-trust legislation by the States were 
direct blows at monopoly and price control by trusts 
.and other forms of combinations. 
Reduced cost of production is the other . 
means by which greater profits may be made by com-
binations. Quantity buying by skilled agents 
reduces cost. Only the best located and most 
efficiently equipped plants are operated. Economy 
-1 
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• 
in marketing is also secured ~y having plants 16~ 
c ated in various parts of the country among which 
orders may be so dist ributed as to save trans~ 
portation costs. Combination as a r ule will be 
able to secure the best talent and organizing 
ability and will enjoy reduced cost per unit of 
advertising, selling expenses. and such items that 
figure largely in strongly competitive businesses . 
Among the most common methods employed 
in securing the advantages of combination are trusts, 
interlocking directorates , use of branches, mergers, 
consolid.ations, c:md holding companies. 
A t rust is a form of combination in which 
the stockholders surrender their shares of stock to 
a board of trustees and receive in return trust 
certificates . The trustees t ·hen operate all the 
plants to the beet advantage and divide the profits 
among the hold.ers of the trust certificates . Hosti le 
legislation and adverse court decisions fa rced trusts 
to change their forrn in the latter part of the 
nineteenth century. While the technical "trust" has 
been legally destroyed, the holding company has 
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taken its place and produces the same results. 
The use of branches and agencies as a 
means of increasing profits is an outgrowth of the 
poli cy of economy which dominates present-day 
capita listic enterprises. Through the process of 
combination and amalgamation, apparently independ-
en t units th r oughout a certain section or throughout 
the country are governed by a central management 
which studies the system and makes changes which 
will benefit the entire organization. Under such 
a system the purpose is to reduce costs so that 
the branch may be bette.r a.ble to compete with 
independent producers. As a result of centralized 
control costs are cut by quantity buying, by 
r educed overhead for the branches, and by the 
possibility of making important changes in the line 
of goods carried or in the manner of handling 
withoQt suffering from lack of capital or costs of 
added capital. In other words the management will 
supply each branch with the class of goods best 
suited for the needs in which it is located. No 
dead stock is left at apy branch because the 
3. 
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rapidity of turno ver is a great f actor in t he 
successful operation of the branches. Thus we 
see that reduction in costs rather than control 
of prices is the usual policy followed to increase 
profits of a corporation operating numerous 
branche s. 
A merger is a method of combi nat ion in 
which one of :the corporations purchases fo r stock 
or for cash the assets and assumes the liabilities 
of the other corporations. I n this f orm of combination 
no new corporati on is f or med, but one of the ol d corpor-
ations assimilates the other corporat ions which then 
cease to exi st. A consolidation is effected by 
organ izing a. new cor poration which buys t he assets 
a.nd as sumes the liabi lities of the old CO!r.panies . 
The new company may sell it s stock for cash and pay 
the . old companies in cash f or their ne t as se ts or it 
may exchange the new stock for the stock of t he old 
corpor ation held by the st ockho lders of t he individual 
companies. In either case the old companies go out 
of existence. The method employed in exchanging the 
new stock for the old is of i mportance in regard to 
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Federal Income Tax Law as will be seen later in our 
discussion of the relation between this law and 
combinations. If combination is brought about by 
means of a holding company, one of the old corpor-
ations may act as the holding company or a new 
corporation may be organized for this purpose. The 
holding company does not buy the net assets of the 
other corporations but deals with the stockholders 
of the old companies, buying all of, or a controlling 
interest in, their stock. The holding company is 
after referred to as the parent company and the 
companies whose stock it acquires are called sub-
sidiaries. In combinations of this kind none of the 
old companies go out of existence but control is 
exercised over the group by stock held by the parent 
company. The holding company acquires the stock of 
the other companies by purchase of the stock from 
the stockholders with funds procured through the sale 
of its own stock or by exchange with the stockholders 
of its own stock for stock of the other companies. 
The merger, consolidation, and holding 
company a,re the forms of combination which have 
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succeeded the "trust11 and which are legally 
accomplishing their purpose. These forms of 
amalgamation may grow to the extent of a monopoly, 
or may use their centralized control fo r purposes 
of reduced costs, or may employ both of these 
means for the purpose of increased profits • 
• 
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ACCOUNTING FOR BRANCHES 
In branch house accounting the factors 
governing the records kept and reports compiled are 
the control desired by the home office over the 
branches and the information which the home office 
wishes the branch manager to have regarding the 
profits by the branch. In order to obtain complete 
control over the activities of the various branches, 
it is sometimes necessary to require duplicate 
reports of ail branch .:.:transactions. Thus by having 
a record of all sales made by the branch, by receiving 
cancelled checks from the branch bankers, and by 
supplying the branch with all merchandise, the home 
office is able to keep complete record of the business 
of the branch, no accounting records being kept by the 
branch. Even where the branch keepe a full set of 
records it is necessary for the home office to require 
daily, weekly or monthly reports of branch activities 
in order that the management may be informed continually 
as to progress of the branch. 
The following problem will illustrate the 
simplest method of branch accounts. The home office, 
d.uring the year ending December 31, 1925, sends the 
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branch $1,000 cash and merchandise costing $25,000. 
During the year the branch sells good.s amounting to 
$35,000, incurs expenses amounting to $4,000 collects 
$31,000 from customers, and remits $28,000 to the 
home office. The inventory on December 31, 1925 has 
a cost value of $3,000. To record these transactions 
on the branch books the following entries would be 
made. 
Cash 
Home Office 
Purchases 
Home Office 
Accounts Receivable 
Sales 
Cash 
l. 
2. 
4. 
Accounts Receivable 
Expenses 
Cash 
Home .office 
Cash 
6. 
$1,000 
$1,000 
$25,000 
$25,000 
$35,000 
$35,000 
$31,000 
$31,000 
$4,000 
$28,000 
$28,000 
8 
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7. 
Inventory $3 ,000 
Purchases $3 , 000 
8. 
Sales $ 22,000 
Purchases (Cost of Sales) $22,000 
9. 
Sa.les( Gross Profit) $13,000 
Profit a.nd Loss $13 ,000 
10. 
?rofit and Loss $4,000 
Expenses $4,000 
11. 
Profit a.nd Loss(Net Profit) $9,000 
Home Office $9,000 
On the Home Office books the following 
entr ies will 'be made to cover the above transactions: 
l. 
I:.ranch A $26,000 
Cash $1,000 
Inventory ~ ~p 25, 000 
2. 
CCI.Sh $28,000 
:Branch A $28 ,000 
3. 
branch A · $9,000 
branch Profit and Loss $9,000 
On the Lranch books the Home Office account 
r epresents the proprietorship of the home office in 
\:.ranch and the balance of this account should agree 
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with the balance of the corresponding account on the 
home office books. Of course the various Branch 
accounts will not appear on the balance sheet of the 
home office but the assets and liabilities of each 
branch will be consolidated with similar assets and 
liabilities shown on the home , office books. This 
method of drawing up consolidated balance sheets will 
be discussed fully in connection with holding company 
accounting. 
When branch records are kept in the manner 
illustrated above, the branch manager knows just what 
profits his branch is making. Sometimes it is the 
wish of the home office to keep such infor.mation from 
the branch managers. In order to do this merchandise 
is billed to the branch at the selling price or at an 
arbitrary figure. When this is done, it is beet to 
show two accounts, Home Office General and Home Office 
Merchandise, on the branch books. Neither one of these 
accounts nor the total of the two 'V'till show the true 
proprietorship interest of the home office in the branch 
due to the fictitious value of merchandise. However the 
fact that two accounts are kept facilitates matters 
1<> 
• 
for the Home Office General account shows true values 
while the Home Office Merchandise account does not show 
true coat. Where this method of billing to branches is 
employed, the shipments to the branches are best treated 
as consignments on the books of the home office. Memo~ 
randwn account a of merchandise so shipped are kept and. 
are adjusted periodically to true cost for balance sheet 
purposes. Also the branch inventory must be reduced to 
cost before it is included on the balance sheet. If the 
branch makes purchases from others than the home office, 
the adjustment will be complicated, for the fixed percent 
over cost at which the goods were billed to the branch, 
cannot be applied against the inventory. The company's 
own goods will have to be separated _from those of outside 
concerns before adjustment to cost is made. The value 
required is the coat to the company not the value at 
which tne goods were billed to the branch. 
t 1 
• 
ACCOUNTING FOR CONSIGNMENTS 
Certain accounting principles arise in 
recording the transaction of consignment merchants 
that are analogous to those of branch house accounting 
practice. This similarity extends to the valuation 
of inventories and the absorption of profits accruing 
at the office of the branch consignee. In both 
instances we are met with the problem of incorporating 
facts and results of the operation of one organization 
with the existing conditions of another. 
In the branch house form of carrying on 
business, the two organizations referred to are financed 
by one interest so that no recognition of proprietorship 
accounts are made on the books of the branch. However 
when goods a.re sold on consignment there are two distinct 
enterprises each f urnishing its own capital, operating, 
and making its profits or losses as a separate under-
taking. 
The following treatise on accounting for 
consignments will be conf i ned to those pointe of difference 
between this form of business and the general trading and 
manufa~uring enterprises. The law, and good accounting 
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practice, require . that the accounts of a commission 
merchant must be s o set up to reflect the properties 
of each consignor separately. This in general is 
about the only new principle to be encountered. 
The commission man finds his economic 
justification in the specialization of distribution. 
Commodities produced in the form in which they are 
consumed cannot be distributed and consumed locally 
if in the first instance they are produced on a large 
scale. Therefore, since, in this country und.er its 
plan of quantity production methods, producers have 
specialized. then d4latributora must specialize. 
It is of advantage for some manufacturers 
to maintain their own selling agencies. However some 
manufacturers and the majority of producers of agri-
cultural products distribute their products through 
commission agents. 
At law there is a fine distinction between 
commission agents. If he is engaged to buy or sell 
goods or services but does not come into the actual 
possession of the property he is termed as a broker. 
J:;ut if he is entrusted. with the goods he is termed a 
• 
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factor. However this distinction is not consistently 
adhered to in business and in actual practice we find 
commission agents operating as a broker at law while 
they term themselves mill agents or commission houses. 
The following is concerned with the so-called . "factor". 
A factor is bound at common law to exercise 
his ~est knowledge in his services for his principal. 
He is bound by a strict code of ethics which has found 
ita way into the law through court decisions. This 
code forbids him from acting in his own behalf to 
the detriment of his principal by purchasing consign-
ments in his own Dame. Hie goodwill is the most 
valuable asset he possesses, ~nd it is built up of 
confidences placed in him through hie relations with 
others. 
The term, "del credere", is used frequently 
in connection with agencies. At law it implies that 
for the consideration of a sli~fitly larger commission 
than would otherwise be paid, the agent wil1 re1ieve 
the principal from risk of loss due to bad debts. As 
practiced today, however, e del credere agent should 
be d.efined as one who voluntaril.Jr or for additional 
14 
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consid.eration· assumes the risk for credit extended 
on sales of goods of his principals. A better rule to 
apply so as to determine whether or not an agent 
assumes such risk is to note the custom of the other 
agents handling similar commodities. 
CONSIGNEE 
DUTIES AS AGENT OF CONSIGNOR. 
The accounting duties of the consignee are 
indicated in the law of the principal and agent. These 
are well summarized by Francis~. Tiffany in his, 
"Handbook of the Law of Principal and Agent," in the 
following words: 
"It is the duty of the agent to account to the 
principal for all the money and property coming 
into his hands by virtue of his employment, 
including all profits ~eeultmng from the trans-
actions, either as agent, or on his own account 
in breach of his duty as agent 
"His specific duties in this respect are: 
1. To keep accounts of all his transactions in 
the course of the agency, and to render his 
accounts whenever required by the terms of 
his employment, or upon demand. 
2. To keep money and property of the principal 
separate from his own, and from those of 
third persons. 
3. To pay or deliver to the principal all money 
and property of the principal coming into his 
hands as agent, when required by the terms 
of employment, or on demand." 
ts 
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Ac cordingly the law seems to leave ~he 
consignee no choice but to make hie accounting comply 
with the law. However as the statutes indicate the 
results to be obtained from the recorda rather than 
the manner in which they should be drs$n up , he may 
keep his books according to one of two general plans. 
First, he may run separate books for his consignment 
business and his own proprietorship interests , in 
which case he would periodically transfer t he 
profits accruing under his agency work to his own 
accounts. Secondly, he ma.y incorporat e i nt o one set 
of recvrde all transactions in such a manner that he 
may differintiate between his own assets and liabilities 
and those of the several consignors, showing each con-
signora equities separat ely. 
=T=YP=E=·;-=s OF CONSIGNEES. 
In general there are two types of consignees. 
One type is composed of commission men whose business 
consists of selling merchandise belonging to others in 
consideration of a. commissi on. The other group is made 
up of indivi duals or firms generally engaged in any line 
of b us i ness , whose fac ilities for selling a particule.r 
commodity or for distributing any commodity is a certain 
locality make it profitable for producers to engage him 
• 
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occasionally to act .as a factor. This latter type 
is sometimes tenaed , "Occasional Consignees". 
As the theory of valuation of consigned goods 
is the same for both types mentioned above, the account-
ing for transactions of both will be treat ed togeth e r . 
E OOKS & RECORDS IN GENERAL 
The consignee may adopt one of two general 
systems in his accounting procedure. He may run two 
distinct sets of books, one his own proprietorshi p i nterest 
and t he other given up entirely to the transactions of the 
various consignments. Or, he may inco~porate in one set 
of books the enterprise as a whole. Of course, for t h e 
occasional consignee, the one set of books would be 
more feasible. 
The following problem will illustrate the 
operation of one set of books to take care of his own 
and his consignor's business. 
Assuming James Hunt, commission merchant, had 
balances as follows on his books a££ecting his own 
accounts just before the transactions listed below 
took place with a certain consignor . 
17 
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CASH--FACTOR $3000 
ACCOUNTS RECEIVABLE--FACTOR 1000 
PROPERTIES--FACTOR 4000 
ACCOUNTS PAYABLE--FACTOR . 
CAPITAL 
Total, faooo 
2000 
6000 
Jaooo 
The following transactions and entries 
covering them have been made by Mr. Hunt. 
1. A shipment marked AA received and valued at $1000. 
This would be entered in the receiving book making 
note of the following points; date received, name 
and address of the consignor, exact description of 
goods-i .I. the amount, nature, and special markings, 
together with any special instructions. 
CONSIGNil!ENT II AA". $1000 
CONSIGNMENT 11 AA "- GOODS·; 
2. Certain of the above consigmnent was sold, partly 
for cash and partly for notes and on account, 
summarized below. The entry is first made at the 
consigned value, making sure that the special 
marking is observed. 
CONSIGNMENT "AA 11 ~ GOODS~ 
CONSIGNMENT 11 AA 11 
500 
500 
Now the entry to record the sale is mad.e at the 
sales price splitting up the debit according to 
the consideration received. 
NOTES RECEIVAbLE "AA II 
ACCOUNTS RECEIVABLE "AA" 
CASH 11 AA" 
CONSIGNOR "AA" CURRENT 
100 
100 
500 
3. An advance of $100 is made to the consignor, 
recorded as follows: 
.. 
CONSIGNOR "AA" CURRENT 
CASH - FACTOR 
18 
100 
700 
1:00 
• 
• 
4. For sake of illustration of the pro forma entry 
to be set up in connection with a return sale we 
will assume a return of goods costing (or to be 
more exact, having a consigned value of) $100 
and originally passed. out half for cash and the 
other half for notes with a sales price of $120. 
CONSIGNMENT "AA" 
CONSIGNMENT "AA" - GOODS 
CONSIGNOR "AA" CURRENT 
CASH "AA" 
NOTES RECEIVABLE "AA" 
100 
120 
50 
50 
5. ~he above data presents sufficient information to 
draw up an example on which to base expenses, 
Expenses h ave been incurred and paid by the factor 
on account of the consignor for freight $50, 
insurance $10, and carting $10. (last item on account) 
CONSIGNOR "AA" CURRENT 
CASH - FACTOR 
ACCOUNTS PAY./JJU. - FACTOR 
?0 
60 
10 
6. Settlements made by customers who purchased on 
account and by note have paid in part as follows; 
CASH "AA" 
ACCOUNTS RECEIVAbLE "AA" 
NOTES RECEIVAbLE "AA" 
100 
50 
50 
7. The commissions are paya1le at the rate of ten percent 
on the net sales, whether or not fully liquidated. 
CONSIGNOR "AA" CURRENT 60 
COMMISSION ACCOUNT - FACTOR 60 
8. Allowances have been extended to a certain customer, 
who bought on account, for damages as follows: 
CONSIGNOR "AA" CURRENT 
ACCOUNTS RECEIVAbLE "AA" 
20 
20 
• 
Posting the above entries onto the books of 
James Hunt the trial balance resulting would be as 
follows: 
CASH - FACTOR 
ACCOUNTS RECEIV.ABLE - FAC~~OR 
PROPERTIES - FACTOR 
ACCOUNTS PAYAELE - FACTOR 
CAPITAL 
COMMISSIONS 
CONSIGNMENT "AA" 
CONSIGNMENT "AA" GOODS 
CASH "AA" 
ACCOUNTS RECEIV.A.ELE "AA" 
CONSIGNMENT "AA" CURRENT 
TOTAL 
ANALYSIS OF TRIAL BALANCE 
2840 
1000 
4000 
620 
550 
30 
$9040 
2010 
6000 . 
60 
620 
350 
$9040 
It will be noticed that the difference between 
the first two groups of accounts, the factors' own accounts, 
just equals the total of the expenses, commissions, and 
advances incurred. Also this same difference appears as 
the balancing figure between the last two groups of accounts, 
the account of the consignor. 
FACTORS'' ACCOUNTS 
Accounts Payable 
Capital 
Commissions 
Cash -~ 
Accounts Receival~e 
Properties 
Difference 
20 
$2010 
6000 
60 
$2840 
1000 
4000 
$8070 
?840 
$230 
•• 
CONSIGNORS' ACCOUNTS :(dn factors' records} 
Cash 
Accounts Receivable 
Current Account 
Difference 
EXPLANATION OF l3ALANCING ITEM 
Expenses 
Freight 
Carting 
Insurance 
Advances 
Commissions 
Total 
$550 
30 $580 
$50 
10 
350 
__].Q_ $?0 
100 
60 
$230 
In order t~ simplify the illustrative 
problem at hand asswne that the fiscal period ends at 
the same time that the factor must remit t:ae proceeds 
of the sales, there being in his agreement with the 
consignor no specification as to his being lic~ble for 
uncollected proceeds of sales. 
No note has been made of any sales or 
purchases on his own accounts as these .... items would in 
no way interfere with the handling of the consignments, 
but would be entered entirely separate throughout the 
problem: 
CLOSING ENTRIES: 
1. COMMISSIONS - FACTOR 
P & L ( CALL CAPITAL) 
To close the commissions earne d 
on the handling of consignment 
marked "AA" to date, 
21 
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MODEL ACCOUNT SATES 
J A M E S ¥. H U N T 
Commission Mercha.nt 
:E·oston, February 28, 1926 
For account of , __ _____________ __ _ 
RECEIVED Feb • 2, 1926 100 Cas es AA 
ON HAND Feb. 28, 1926 62 
" 
Sold 38 
SALES AND PROCEEDS: 
On Cash 
Feb. l, ~926 30 cases $500 
Returns _g_ 
" 
QQ 
28 
On Account 
Feb. 5, 1926 6 cases 
For Notes 
Feb. 20, 1926 6 cases $100 
Returns 2 5Q 
4 
TOTAL NET SALES 
Held for Collection as per Agreement: 
Accounts Receivable 
Proceed.a Subject to Remittance 
( Carried t oward) 
2J 
$450 
100 
50 
$1000 
620 
$380 
$ 600 
30 
$5 70 
• 
• 
Proceede . Subject to Reatttance, 
(Carried fow.ard) 
CHARGES to your Account: 
Freight 
Cartage 
Insurance 
Allowances 
$50 
10 
10 
20 
--$90 
Commissions 10% on 
total net sales as 
per agreement 60 
Ad.vances per check 
#346 as of Feb.3,1126 ·100 
NET PROCEEDS of cash, Remitted Herewith 
CQNSIGlillE' S BOOKS 
$570 
$250 
320 
SEPARATE Ml: Q.F CONSIGNMENT BOOKS EMPLOYED 
This second method of recording the trana-
actions of the factor require a d.istinct set of books 
be kept. The following list will outline the essential 
forms necessary for his agency work. 
1. Receiving book 
2. Sales book 
3. Journal 
4. Cash book 
5. Ledger 
From this it will be seen that such a set of record.s 
comprise a complete system analogous to his own general 
books, with the exception of the proprietorship accounts. 
The five books listed may of course be extended so as 
to include a sales return, consignment return, notes 
receivable register, and an accounts receivable ledger. 
24 
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All consignments are entered in this set 
of books under the special mark or numler of the lot. 
Each 'took is subdivided. by meens of index tabs according 
to the corresponding lot mark. 
At t he end of each month or fiscal period, the 
;wo balance sheets are consolidated so as to reflect the 
exact condition of the factor's enterprise as a whole. 
Such a consolidated st.atement would be identical to 
the final lalance sheet drawn up under the first method 
where all transactions passed through the one set of 
b ooks. 
C 0 N S I G N 0 R 
Several theories are advanced for the recording 
of the shipment of consigm1ents on the books of the 
consignor. Each method will be outlined here, stating 
the procedure in general together with the object in 
view. 
FIRST METHOD: 
Under this method the goods consigned are 
entered as if the consignor sold the goods when the 
consignee submits his Account Sales, or as if the goods 
• 
were in with the other merchandise of the consignor 
at inventory time. 
Such a policy is reflected on the books by 
crediting the account with merchandise for the con-
signment made at the sa.le s price . 
ENTRIES UNDER FIPST METHOD 
I n order t o se t up a set of entries assume 
the following tra.nsactions to have taken place : 
Shipment of goods costing 
Charged at sales price of 
Actual sales of this lot : 
Cost of these sales 
Freight 
Commissions 
Proceeds to date on transaction 
The entries follow: 
$4000 
5000 
2000 
1600 
10 
160 
1830 
1. CONS.IGNED SHIPhiiENT #4 $5000 
MERCHAND I SE 
Shipment of goods at sales 
price~ 
2 •. C SH 
FREIGHT 
COMMI SSIONS 
CONSIGNED SHIPMENT #4 
$1830 
10 
160 
To record transactions as 
reflected per account sales of 
this shipment to date. 
3. PROFIT & LOSS $700 
$5000 
$2000 
FREIGHT $10 
COMMISSI ONS 60 
To close into profit and loss. 
26 
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4. MERCHANDI SE $3000 
CONSIGNED SHIPMENT #4 
To adjust merchandise inventory 
accounts relieving temporarily the 
gross profit on goods consi gned . 
$3000 
After the net profit on this transaction, or 
for a fi scal period has been determined, the following 
reversing entry is brought onto the accounts : 
5. CONSI GNED SHIP~~NT #4 $3000 
MERCHANDISE 
To again set up the balance 
of the consignment #4 at the 
sa l es price, reducing merchan-
dise by this a mount . 
SECOND ME THOD: 
$3000 
This method differentiate s between the profits 
accruing f rom the consignor ' s direct sales and those of 
his factor . this , of course, is invaluable as he is 
thereby enabled to determine the profit or l oss made 
on specific goods through each consignee . 
To carry out th i s poli cy on the books of. the 
consignor we have but to credit the merchandi se a ccount 
with the consigned goods at cost val ue, adjusting the 
inventory of such goods at the time of accounting with 
the fact or , i.e. when the Account Sales i e rendered, 
entering at the same time the sale , remittance , 
fre i ght insurance 1 and corr~issions . 
26a 
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ENTRIES UNDER SECOND METHOD: 
In order to simplify the comparison of methods 
the figures of the above case will be employed in the 
following entries: 
1. 
2. 
CONSIGNED SHIPMENT #4 
MERCHANDISE 
Goods consigned at coat. 
CASH 
FREIGHT 
COMMISSIONS 
CONSIGNED SH!RMENT #4 
To record results of 
sales as per account 
re ndered • 
3 . CONSIGNED SHIPMENT ·#4 
PROFIT & LOSS 
To adjust consignment by 
amount of gross profit on 
sales to date. 
4 . PROFIT & LOSS 
FREIGHT 
COMMISSIONS 
To close into profit and 
loss. 
THIRD Jl.mTHOD: 
$4000 
$1830 
10 
160 
$400 
$170 
$4000 
$2000 
$400 
$10 
160 
Through the procedure outlined. belo-w the 
real accounts of the consignor are not effected at 
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the inat ance of a shipment of goods to a fa.ct or. Re cogni-
t ion of the transaction is only made in the re al ac counts 
at the time of the sale a.s reported. in the Account Sale a. 
During the interim there is created on the books of the 
factor certain statistical accounts from whi ch c an be 
ascertained any effect of such shipments upon the re al 
accounts of the consignor. This group of accounts may 
be run either in the general books or merely in memoranda 
books and may ~e closed up either periodically or up on 
the receipt of the account sales from the factor • 
PRO FO RMA ENTRIES Under the Third. Method (' l) 
In order to more clearly illust r ate this method 
t h e following figures will be asewaed in example; 
Shipment of Consigned Goods, at cost 
The 
Sales 
Cost of consigned goode sold 
Freight 
Commissions 
Allowances 
entries will be as follows: 
1. CONSIGNEE DD $4000 
CONSIGNED SHIPMENT DD 
To record. shipment of goods ae coat. 
2. PRO FIT & LOSS 
CO NSIGNEE DD · 
The commissions, expenses, and 
allowances in connection with goods. 
400 
( 1) Not e: See Esquerre's "Th e ory of Acco.1nta " 
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$4000 
3500 
2500 
100 
250 
50 
$ 4000 
400 
• 
• 
3. CONSIGNEE DD 1000 
PROFIT & LOSS 1000 
With the gross profit on sales as 
per account sales ~ 
4. CASH 
CONSIGNEE DD 
Vmen the cash remitted on account 
of collected sales. 
3100 
5. CONSIGNED SHIPriiENT DD 2500 
3100 
MERCHANDISE 2500 
Cost of goods sold on consignment. 
The resulting summary of the above entries 
might be set out in the following for.m; 
CASH $3100 
PROFIT & LOSS 
MERCHM~DISE (Return of Cost) 
Result of the transaction with the 
consignee DD to date. 
CONSIGNEE DD 1500 
'$600 
.2500 
CONSIGNED SHIPMENT DD 1500 
Being memorandum entries reflecting 
the ownership of certain consigned 
merchandise in the hands of DD, 
valued at cost. 
These last two mentioned accounts need not 
appear on the face of the balance sheet of the 
consignor for the cost value of the goode held by 
the factor are included in the inventory of the 
consignor at cost. 
ACCOUNTING FOR MERGERS AND CONSOLIDATIONS. 
The following problem will serve to illustrate 
the method of handling accounts in effecting a consolid-
ation. Company A is organized with a capital stock of 
$75,000 to take over the assets and assume the liabil-
ities of Company X and Company Y. It is agreed that the 
assets and liabilities will be transferred at book value 
for the stock of Company A which stock shall be distributed 
among the stockholders of Company X and Company Y. The 
balance sheet of the two companies are shown as follows 
before consolidation: 
Real Estate 
Ma.chinery 
Cas..""l. 
Mercl').andiae 
Machinery 
Cash 
Merchandise 
BALANCE SHEET - COMP .ANY X 
$20,000 
16,000 
5,000 
10,000 
$51,000 
Accounts Payable 
Surplus 
Capital Stock 
BALANCE SHEET - COMPANY Y 
$19,000 
9,000 
15,000 
$43,000 
Accounts Payab le 
Surplus 
Capital Stock 
$10,000 
16,000 
25,000 
$51,000 
$9,000 
14,000 
20.000 
$43,000 
The entries on the books of the absorbed 
companies to reflect the transfer of assets and lia~ili­
ties to the new company and to close up the books of the 
2·9 
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old companies will be as follows: 
Company X 
1. 
Surplus $16,000 
Capital Stock 
To close surplus 
account into capital 
stock account be fore 
the distribution of 
Company A~s stock. 
Company A. Vendee 
Accounts Payable 
Real Estate 
Machinery 
Merchandise 
Cash 
2. 
$41,000 
10,000 
To record sale of 
our isseta to, and 
assumption of our lia-
bilities by Company A. 
Payment for our net worth 
$16,000 
$20,000 
16,000 
10 ,ooo . 
5,000 
of $41,000 is to be made in 
stock by Company A in accord-
ance with agreement. 
Stock Comp any A $41,000 
Company A, Vendee 
To record receipt of 
stock of Company A i n 
payment of net assets 
transferred. 
4. 
Capital Stock $41,000 
Stock of Company A 
To record distrib ut ion 
$41 ,000 ' 
$41, 000 
of stock of Company A among 
our stockholders and. cancel 
action of all of our own out-
standing stock. 
• 
• 
• 
Similar entries will be made by Company Y 
to close their books and distribute stock of Company A. 
The books of the new corporation, will then be opened 
with the following entries: 
Company A 
1. 
Subscriptions to Capital Stock $75,000 
Capital Stock $75,000 
Real Estate 
:Machinery 
Merchandise 
Cash 
To record subscription 
of entire authorized. stock by; 
Company X $41,000 
Company Y $34,000 
$75,000 
2 • 
$20,000 
16,000 
10,000 
5,000 
Accounts Payable 
Company X, Vendor 
To record purchase of 
assets and assumption of 
lia'bilit ies of Co~pany X. 
$10 ,000 
41,000 
Company X, Vendor $41,000 
Subscriptions to Capital Stack $41 ,000 
Machiner y 
Merchandise 
Cash 
To record issue of stock 
to Company X in payment fo r 
t he ir net asse t ·. 
4. 
$19,000 
16,000 
8,000 
Accounts Payable 
Company Y, Vendor 
To record purcha.se of 
assets and assumption of 
liabilities of Company Y. 
3.1 
$9,000 
34,000 
• 
• 
• 
Company Y $34,000 
Subscription to Capital Stock 
To record issue of 
stock to Company Y in 
payment for their net 
assets. 
$34,000 
After the above entries have been made 
Company A' a l ala.nce sheet will show the combined 
assets and lia;bilities of the absorbed corporations. 
Rea l Estate 
Machinery 
Merchandise 
Cash 
B)LANCE SHEET - COMP ANY A 
$20,000 
35,000 
26,000 
13,000 
$94,000 
Accounts Payable 
Capital Stock 
PROBLEM TO ILLUSTRATE ACCOUNTING 
FOR A_ MERGER. 
$19,000 
75,000 
Companies X and Y agree to combine to form 
one corporation. Company X is to take over the assets 
and assume the liabilities of Company Y. Company X has 
obtained an authorization for the issue of $50,000 worth 
of new stock. It will issue $34,000 worth of t his new 
stock to Company Y in payment of its net assets. The 
stockholders of Company Y will then exchange their s to ck 
for the new stock of Company x. Company X will then 
issue to its old stockholders the remaining $16, 000 
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worth of new stock as a stock dividend to avoid the 
reduction of the values of the old stockholders holdings. 
The balance sheets of each company before the merger 
appear as follows: 
Company X 
Assets 
Re al Estate 
Machinery · 
Cash 
Merchandise 
$20,000 
16,000 
5,000 
10,000 
Liabilities 
Payable $10,000 Accounts 
Surplus 
Capital Stock 
$51,000 
Company Y 
16,000 
25, 000 
$51 , 000 
Assets 
Machinery 
Cash 
Merchandise 
Liabi l ities 
$19 ,000 
8 , <Je() 
1~,000 
$43 ,000 
Payable $9,000 Accounts 
Surplus 
Capite.l Sto ck 
Entries for Company Y 
1. -----
Surplus $14,000 
Capital Stock 
To close surplus account 
into capital stock account 
before the d.istribution of 
stock of Company X. 
Company X, Vendee 
Acco unts Payable 
Machinery 
Me r cha.ndise 
Cash 
2. 
$34,000 
9,000 
To re cord purchase of 
total assets and assumption 
of total liabilities by 
Company x; . 
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14,000 
20,000 
$43,000 
$14,000 
$19,000 
16,000 
8,000 
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St ock Company X $34,000 
Company X, Vendee $34.000 
To record receipt of 
of stock of Company Y in 
payment of our net assets. 
4. 
Capital Stock $34,000 
Stock Company X $34,000 
To record distribution of 
stock of Company X among our 
stockholders and to close out 
all accounts. 
Company X will me$e the following entries 
to record the merger: 
1.-----
Subscription to Capital Stock $34,000 
Capital Stock $34,000 
To record additional authorized 
capital stock of $34,000 which 
has been subscri'bed for by 
Company Y 
2.------
Surplus $14,000 
Dividends Payable $14,000 
To record declaration of a 
stock dividend equal to the 
balance of the surplus account. 
This dividend is declared so 
that old stockholders may have 
full benefit of surplus 
accumulated to date of merger. 
3.-----
Dividends P-ayable $14,000 
Capital Stock $14,000 
To record issue of stock 
in payment of divid.ends. 
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Machinery 
Merche..ndise 
Cash 
4.------
$1S,OOO 
16,000 
8,000 
Accounts Payable 
Company Y, Vendor 
$9,000 
34,000 
To record purchase of 
total assets and. assumption 
of total liabilities of 
Company Y by us. 
5.-----
Company Y, Vendor $34,000 
Subscription $34,000 
To record issue of 
stock to Company Y in 
payment for their net 
assets • 
Afte r the merger has been completed, Company 
Y will have gone out of existence and Company X' s 
balance sheet will show the combined assets and liabil-
ities. 
Real Estate 
Machinery 
rchandise 
Cash 
E AL.ANCE SHEET-COMPANY X 
$20,000 
35,000 
26,000 
13,000 
$94,000 
Accounts Payable 
Capital Stock 
3.5 
$19,000 
?5,000 
$94,000 
• 
From the above problems it can be 
read.ily seen that the main difference between 
the two methode of combination illustrated is 
that in one a new corporation is formed to take 
over the old companies while in the other one 
of the old companies takes over the bus ine ss of 
the rest of the c"Orporat~cns interested in th 
combination. In the case of a consolidation a 
new corporation is. formed which takes over all 
the assets and assumes a.ll the liabilitie s of 
the old corp orat ions . The old corporations 
rece ive in payment of their net assets the 
stock of the new corporation. This stock is 
divided among the stockholders of the old 
corporations who turn in the old stock. The 
old corporations then go out of existence. 
In the case of a merger one of the 
old corporations purchases the assets and 
assumes the liabilities of the other corporations. 
The net assets of these other corporations are 
paid for in stock of the first corporation. This 
new stock is then d.istributed among the stockholders 
• 
• 
• 
and the corporations that sold their net assets 
go out of existence. 
In both cases the equities of the 
stockholders of each corporation must be cons idered . 
This point was brought out in our illustration of 
a merger where the $16,000 stock dividend we.s 
declared. to avoid injustice to the stockholders of 
Company X. If this was not done, the old stock-
holders of Company X would have suffered an 
-injustice because the stockholders of Company Y 
would, after the merger, share in the $16,000 
surplus accumulated by Company X before the com-
bination. An added difficulty arises where there 
is inter company stockholding before the combine-
tion. The method of handling this matteii' is fully 
exp lained under our discussion of Control through 
a Minor Holding Company. 
l : 
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THE =H==OLD====I=N=G COMPANY 
The holding company ie the corporation 
which through stock owner ship controls other 
corporations. It is sometimes classed ae a 
comb ination in restraint of trade and has often, 
like ita predecessor, the "trust ", come to grief 
through the enforcement of anti-trust laws . 
However, it is permitted to be operated in those 
states where stock ownership in other corporations 
is allowed and where no restraint of trade res~lts 
from it. With a relatively small investment the 
holding company may exercise far reaching control . 
The directors of the subsidiaries elected by the 
holding company operate the subsidiar ie s for th e 
benefit of tll e organization as a whole. 
The fact that each subsidiary .remains 
as a business unit i s also helpful. The goodwill 
built up by the subsidiaries is not lost through 
stock ownership by the parent company as it may 
be in the formation of ~ new company. Also the 
exchange of informat i on between plants a s to 
successful methods of operation ie also helpful • 
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The holding company d.iffers from 
combination through a consolidation or merger in 
t hat the individual corporations still ma,intain 
their legal identity afte.r the com'bination has 
been effected. 
When a com'bination is effected by 
means of a hold.ing company, ea.ch corpor~tion keeps 
its own books and prepares its own balance sheet. 
These individual balance sheets do not give a. true 
picture of the financial condition of the related 
companies. The balance sheet of the holding company 
shows, among its assets t he investments in the 
subsidiaries. In reality these investments represent 
the assets and liabilities of the subsidiaries and. a 
much clearer presentation of the companies• financial 
condition would be obtained if such assets and liabil-
ities were shown in place of the investment items. If 
we d.isregard the legal f iction of separate corporate 
ent ities and consider the related. companies as a 
single organization then the need of a consolidated 
statement is apparent. Without such a statement it 
would be difficult to visualize the true assets, 
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l i abilities and capital of the combinat i on. 
The following problem is an illustration 
of th e simple st consolidated balance sheet. The 
parent company holds all the stock of t h e sub-
s id.i ary so there is no question of minority i nter est 
in this case. 
COMPANY A AND SUBSIDIARY B 
Cons. 
Assets Co. A Co. B Elim. :Bal. Sheet 
Investment in Co. B $25,000 $25,000 
Machinery 25,000 $ 20,000 $45, 000 
Merchandise 7.ooo 8,000 15 , 000 
Cash 10,000 4, 000 1 4 . 000 
$ 67,000 $32,000 $25:~000 $74;~000 
Liabilities 
Accounts Payable $12,000 $7,000 $19 , 000 
Ca.pi tal Stock 
Co. A 55,000 55,000 
Co. B 25 1 000 $25.000 
$67,000 $32.000 $25 1 000 $74.000 
In the above illustration only the simplest 
terms have been used. The holding company owns all 
the stock of the subsidiary and is carrying it at 
book value. There is no surplus or deficit t o handle . 
The balance sheet has been drawn up immediate l y aft e r 
acquisition of the stock by the parent company so tha.t 
no adjustment of t h e i nvestment account is necessary • 
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Howev r any, or all, of the conditions may enter into 
a, problem which will bring up questions on goodwill, 
minority interest, and handling of intercompany trans-
act i ons. 
When the stock of the subsidiary has been 
bought for more than book value, the purchase price 
is c omposed of two elemente; a payment equal to the 
net assets of the subsidiary and a premium paid to 
obtain the interest. In the case of a sale of the 
net assets of a partne·rship or a corporation this 
excess payment is charged to goodwill. It is handled 
in like manner on the consolidated balance sheet. In 
the fol lowing problem Company A has purchased 100% of 
Company B•s stock at $5000 above book value: 
COMPANY A AND SUBSIDIARY :B 
Assets 
Investment 
Goodwill 
Mach i nery 
Merchandise 
Cash 
Co. A 
in Co. 'B $30,000 
25,000 
?,000 
10,000 
$72,000 
Liabilities 
Co. l:l 
$20,000 
a,ooo 
4,000 
$32,000 
Accounts ?~able 
Capital Stock 
Co. A 
$12,000 $?. 000 
Ca. l:l 
60 ,ooo 
25,000 
$?2,000 $32,000 
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Elim. · 
$25,000 
$25,000 
$25,000 
$25 , 000 
Cons. 
l:lal. Sheet 
$5 1 000 
45,000 
15 ,000 
14,000 
$79,000 
$19,000 
60,000 
$?9,000 
• 
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This problem indicates the method of showing 
the excess payment for the subsidiary's net assets on 
the consolidated. bal ance sheet. Of course if there 
was a goodwill item appearing on the balance sheet of 
either company, this new goodwill would be added. to it. 
When the holding company p~e less than book value 
for the net assets of the subsidiary, the difference may 
b e handled in one of four w~a depending on the conditions 
in each case. These four ways are: 
1. Deduct excess of book value over purchas price 
from goodwill wherever found. 
2. Writ e excess off against overvalued assets . 
3. Set up reserve for overvaluation of subsidiary's 
assets. 
4. Credit excess to Capital Surplus. I 
It is the custom where net assets are purchased 
at l e s s than book value to treat the exce s s of book value 
over cost as a deduction from good.will wherever found on 
the consolidated 'balance sheet. While this method. of 
handling has conservatism as a supporting argument, it 
has not, in many cases, any logic behind it. If, for 
example, the holding company made a fortunate py.rchase 
in the stock ,of t he new subsidiary, why should the 
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goodwill of the holding company or of another subsidiary 
be reduced. because of this? 
If the book value of the stock of the sub-
sidiary is higher than the cost value because of over-
valuation of some certain asset, the difference between 
the book and. cost value of the subsidiary' a stock may 
be wri tted off against the o.vervalued asset. 
If it is believed that the assets of the 
subsidiary o.re overvalued., but the overvalua.tion cannot 
be fixed on any one asset or group of assets, the 
difference between book and coat value of the subsidiary' a 
stock may be .~own on the lia'bili ty sid.e of the consolidated 
balance sheet ae a "Reserve for Overvaluation of Subsid-
iary's Assets". 
If, however, there is no overvaluation of 
assets on the books of the subsidiary, but the reduced 
cost of the stock is a result of a fortunate purchase 
on the part of the parent company, the excess of book 
value over the cost may be added to the parent company's 
surplus account on the consolidated balance sheet . This 
item is better shown as capital surplus rather than an 
addition to surplus resulting from trading profits. 
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PARENT COMP ANY ACQ,UIRES LESS THAN 100% OF STOCK 
When a parent company acquires less than 
100 percent of s to ck of the subsidiary, it shares 
the ownersh i p of the subsidiary with these other 
stockholders. The outsiders have an interest in the 
net worth of the subsidiary equal to their stock 
proportion and this capital ownership must be shown 
on the consolidated balance sheet. When the subsidiary 
shows no deficit or surplus, its capital s tock is 
divided on the basis of stock held by the parent 
company and by outsiders, the shares held by the 
parent company being offset against the investment 
account of the parent company and t h e shares held by 
outsiders being shown among the capital items. If 
the sub sidiary has a surplus, or deficit, it is 
handled in the same manner as the capital stock. In 
the following illustration the holding company has 
purchased 90% of the stock of the subsidiary for more 
than book value. This of course involves the handling 
of goodwill and minority interest. 
Below are given the balance sheets of Companies 
A and B as of December 31, 1925 just after the purchase 
by Company A of 90% of the stock of Company B for, $27,000. 
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. COMPANY A 
BALANCE SHEET, De cember 31, 1925 
Assets 
Investment in 
Machinery 
Merchandise 
Cash 
Co. :B (90%) 
COMPANY B 
$27,000 
25,000 
7,000 
10,000 
$69.000 
Liab i lities 
Accounts Payable 
Capital Stock 
Surplus 
BALANCE SHEET, December 31, 1925 
Assets 
Machinery 
Merchandise 
Cash 
$20,000 
8,000 
4,000 
$32,000 
Liabilities 
Accounts Payable 
Capital Stock 
Surplus 
$7 , 000 
60,000 
2,000 
$69,000 
$6 ,000 
25,000 
1 ,000 
$32,000 
In making the eliminations in this problem, as 
well as in the following problems taken up, the investment 
account on t h e books of the parent company is eliminated 
against the capital stock and surplus of the subsidiary. 
The balance of the investment account is then carried out 
as goodwill in the column head.ed "Consolidated :Balance 
Sheet". Thus the elimination of the holding company' a share 
of the subsidiary's capital stock and surplus or deficit 
against the investment account gi vee the addition to or 
deduct io n f rom goodwill as a result of the purcnase of 
the subsidiary's stock. This method of arriving at good-
will after the date of acquisition can be used only when 
the investment account is carried at book value as m~own 
by the books of the subsidiary. 
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COMPANY A AND SUBSIDIARY E 
Assets Co. A Co. lJ 
Investment in Co.E ( 90%) $27,000 
Good.will 
Machinery 25,000 $20,000 
Merchandise 7,000 8,000 
Cash 10,000 4,000 
$69!000 $32,000 
Liabilities 
Accounts Payab.le $7,000 $6,000 
Capital Stock 
Co. A 60,000 
Co. B 25,000 
Minority Int. 
Surplus 
Elim. 
$23,400 
$23,400 
$22,500 
Cone. 
:Bal. Sheet 
5.600 
45,000 
15,000 
14,000 
$771800 
$13,000 
60,000 
2,500 
• 2,000 Co. A. 2,000 
Co. B 1,000 900 
• 
Minority Int. 100 
$69,000 $32,000 $23,400 $ 77,600 
COMPANY A AND SUBSIDIARY E 
CONSOLIDATED BALANCE SHEET 
January 1, 1926 
Machinery 
Merchand iee 
Cash 
Goodwill 
$45,000 
15,000 
14,000 
3,600 
$77,600 
Accounts Payable 
Minority Interest 
Capital Stock $2,500 
Surplus 100 
Capital Stock 
Surplus 
DEFICIT ON l300KS OF SUl3SIDIARY 
.=.. = 
$13,000 
2, 600 
60,000 
2,000 
$77,600 
Although the existence of a deficit instead 
of a surplus on the books of the subsidiary does not 
greatly affect the theory behind the computation of good-
will and minority interest, its appearance may cause 
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difficulty. The method of handling the deficit ie 
best shown in a problem. The same conditions exist 
here as in the preceding illustration as regards 
stock holdings. 
COMPANY A AND SU$SIDIARY B 
Assets CQ. A Co. · B 
Investment in Co.E {90%) ·$27,000 
Goodwill 
Machinery 25,000 $20,000 
Merchandise 7,000 4,000 
Cash 10.000 41000 
$69 1 000 $281000 
Liabilities 
Accounts Payable $7,000 $6,000 
Capi t a1 Stock 
Co. A 60,000 
Co. E 25,000 
Minority Interest 
Surplus..;..:.co. A 2,000 
Deficit--Co. l3 . 3,000 
Minorit~ Interest 
$69,000 $281000 
COMPANY A AND SUBSIDIARY I : 
CONSOLIDATED bALANCE SHEET 
Janua.ry 1, 1926 
Accounts Payable 
Minority Interest 
Elim 1 
. $19,800 
$19,800 
$22,500 
2 , 700 
$19,800 
Machinery 
Merchandise 
Cash 
Good.will 
$45,000 
11,000 
14,000 
7,200 
Capital Stock $2,500 
Leas: Deficit 300 
Capital Stock 
Surplus 
$77,200 
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Cons. 
:Bal. Sheet 
$7,200 . 
45,000 
11,000 
141000 
$77l200 
$13,000 
60,000 
.. ? ; 500 
2 , 000 
3 00 
$77.200 
$13,000 
2,200 
60,000 
2,000 
$77,200 
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INTER C01W~~ TRANSACTIONS 
Since the object of the consolidated balance 
sheet is to show the financial condition of the group of 
related companies in rela.ti •)n to the outside world, it 
is necessary to eliminate all intercompany accounts. 
Where the related companies buy from or sell to one 
another the intercompany accounts or notes receivable 
or payable should be offset in the campi lat ion of the 
consolidated balance sheet. When an intercompany note 
has r;een di a counted by one of the companies, the 
liability of one of the companies cannot be eliminated 
against the asset of the other for the not e is now in 
the hands of an outsider and is a liability of the 
organization. Dividends of a eut sidiary which have 
been declared and are unpaid should 1e eliminated to the 
extent of the smount due the parent company. The balance 
due minority stockholders will appear as a liability 
on the consolidated balance sheet. 
Another class of items which requires adjustment 
is inter company pro~ite which present themse~ves for the 
greater part in connection with inventories. If t he parent 
company holds 100 per cent of the stock of the subsidiary , 
the intercompany profit may be eliminated entirely • 
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However, when less t h an 100 per cent of the stock is 
owned by the holding company, the right of the minority 
stockholders to part of the profits must be considered. 
The following problem will illustrate the necessity of 
dividing certain intercompany profits between the holding 
company and the minority stockholders. 
COMPANY A 
BALANCE SHEET, January l, 1926 
Net Assets Capital Stock 
Surplus 
$110,000 
$110,000 
CO:MPANY B 
BALMlCE SHEET, January l. 1926 
Sundry Assets 
Inventory 
Investment in Co. A 
$532,000 
110,000 
88,000 
$730 000 
Accounts Payable 
Capital Stock 
Surplus 
$100,000 
10,000 
$110,000 
$30,000 
500,000 
200,000 
$730,000 
In this problem the inventory shown on the 
books of Company B, the holding company,is made up 
ent i rely of goods purchased from Company A at 10 percent 
profit on cost, The profit resulting from intercompany 
trading and appearing on the balance sheet of Company A 
as surplus at the end of the period mnounts to $10,000. 
If the total intercompany profit is eliminated, which 
procedure is usually deemed correct, the following will 
result ; 
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Minoritv Surplus 1/5 of $10,000 
Majority Surplus: 
Co. 1:3 · 
Co. A 4/5 of $10,000 
Less: Inter Co. Profit 
$200,000 
8,000 
$208,000 
10,000 
$2,000 
$198,000 
If the intercompany profit represented in 
inventory was the only profit of Company B, the 
stockholders of the holding company would have to 
suffer a decrease in surplus because of the fact 
that they are forced to take a loss because of the 
necessity of eliminating intercompany profits. 
Evidently it is not equitable to eliminate the inter-
company profits in their entirity when the minority 
stockholders are interested in suc..'rl. profits. Only that 
port ion of the intercompany profits 'Wour oc b e eliminated 
which the shares owned by the parent company bears to 
the total a'rl.ares of the subsidiary. This applies only 
where the minority interest is in the company selling 
the goods. Where the reverse is true and the minority 
interest is in the company buying the goods, the 
results are illustrated in the following problem: 
• 
• 
• 
COMPANY A 
BALANCE SHEET, January l. 1926 
Sundry Assets 
Stock in Co. l3 
$120,000 
80,000 
$200,000 
C01f.P ANY :B 
Capital Stock 
Surplus · 
BALANCE SHEET, January l, 1926 
Sundry Assets 
Inventory 
$45,000 
55,000 
$100,000 
Capital Stock 
Surplus 
$195,000 
5,000 
$200,000 
$50,000 
50,000 
$100,000 
In this case the inventory shown on the books 
of Company B, the subsidiary, consist of goods purchased 
from Company A at 10% over cost. The surplus of Company 
A represents the profits made on the sale. 
Now we can eliminate the whole of the inter-
company profit and support our action by a logical 
argument. Company l3 is in reality a department of 
Company A and profit cannot be made until the goods are 
sold to someone outside of the combined companies. There 
is no loss to be explained as was the case in the previous 
illustration when the total intercompany profit was 
eliminated; neither is there the equity of minority 
stockholders to be considered in this case. In Short, 
we must consider the minority interest in inter-company 
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profits when the minority interest is in the company 
which sold the goods; but when the minority interest 
is in the company which bought the goods the whole 
inter-company profit m~ logically be eliminated. 
When one related company produces fixed . 
assets for another company, and makes a profit on the 
construction, a reserve should be created to eliminate 
the holding company's proportion of such profit and 
to reduce fixed assets to coat. In this case as well 
as in inventories the selling price of the fixed assets 
may include the profit made l:·y the minority stockholders 
of the selling corporation. In connection with fixed 
assets inter-company profits present more difficuaties 
than they d.o in inventories. The goods in inventory 
will soon le sold and the inter-company profit will 
b ecome a realized profit and the reserve will disappear. 
But the fixed assets will be disposed of gradually 
through depreciation charges and therefore the basi s of 
depreciation, the cost of the asset, should be reduced 
to true cost so that the intercompany profit and lose 
statement will show correct results of operating the 
affiliated companies as a unit • 
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If, for example, the holding company sells a 
machine coating $20,000 to its subsidiary for $22,000, 
there is an intercompany profit of $2,000 to be eliminated 
on the consolidated balance sheet. If the machine has a 
ten year life, the subsidiary will write off depreciation 
of $220 per year. As a result the depreciation charge 
and the depreciation reserve at the end of the first 
year will be overstated by $20 on the consolidated 
statements. To avoid such a condition, it is necessary 
to base depreciation on the true cost to the affiliated 
companies. This may be done by writing down the asset 
cost or setting up a reserve: for the amount of the 
intercompany profit which reserve is deducted from the 
asset account before depreciation is figured. 
The theory of elimination of such intercompany 
profits- is not so easily put into practice if the company 
making the profit sold the asset to another affiliated 
company instead of to the holding company. To illustrate, 
assume that Company A owns 90 per cent of stock of Company 
B and SOper cent of stock of Company C. Company C has 
sold machinery to Company B for $50,000 which cost $40,000. 
When Company A takes up 80% of the profit of Company C 
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it takes up $a.ooo unrealized intercompany profit. 
Company E cannot write down the asset because the 
profit on the sale is in the surplus of Company c. 
It is not practicable for Company E to set up a 
reserve for intercompany profit for the same reason. 
Therefore, if the machine has a ten year life, Company 
B will charge $BOO too much depreciation each year. 
To take care of such a situation the holding company 
would set up a reserve for the intercompany profit 
of $8,000. To offset the jaoo overdepreciation each 
year, 10 per cent of the reserve or $800 could be 
credited to A Company' a., surplus or used to reduce 
the depreciation charge and give true production 
costs. So when the asset had been written off at 
the end of tea years, the reserve would also be 
written off • 
5J 
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:METHODS OF HANDLING INVESTMENT 
Q!i BOOKS OF HOLDING COMPANY. 
The account showing the investment in the 
subsidiary carried on the books of the holding company 
may be carried at cost continuously or may be increased 
or decreased by the amount of profit or loa8 and 
dividends shown on the books of the 8\.tbsidia.ry• ,- When 
the account ia carried continuously at cost, the balance 
of the account represents: 
1. The book value at· the date of the acquisition, 
2. Plus any goodwill due to the fact that the 
purchase price was in excess of book value, 
3. Or minus any negative goodwill due to the 
fact that the purchase price was leas than 
book value. 
When the investment account on the books of 
the holding company is carried at book value, the 
balance of the account shows the holding company• 8 
share of the book value of the stock of the subsidiary 
plus any goodwill or minus any negative goodwill 
resulting from the purchase~ 
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If the hold.ing does not take up gains and 
l osses as shown by the books of the subsidi ary, its 
surplus account does not reflect its p~ar.ti·on · of the 
net increase or decrease in the subsidiary's surp lus 
aft er t h e date of aaqui,aition. Ther efore the holding 
c ompany's surplus appearing on the consolidated 
b alance sheet must be computed as follows: 
1. The holding company's own surplus 
2. Plus ita portion of the net increase i n 
the subsidiary's surp lus since ~h e dat e of 
acquisition 
3. Or minus i ts port i on of the net d.ec r ease i n 
the subsidiary's surp lus since the date of 
acquisition. 
In compiling a cons olidated balance sheet 
after the date of acquisition when the inve stment 
account has been carried at cost, the book value at 
the date of acquisition i s e l imi nated. A posit i ve 
remainder is an addition to goodwill and e. negat ive 
rema inder a deduct ion from goodwill . On the liability 
side the capit al stock of the subsidiary is eliminat ed 
a t par. From t h e s ubs i diary's surplus or deficit 
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eliminate the holding company's proportion as of the 
date of acquisition and the holding company's share 
in increases or decreases in surplus of the subsidiary 
since the date of acquisition. To illustrate the com-
pilation of a consolidated balance sheet the following 
problem is solved on this basis, 
Problem. 
A subsidiary had a capital stock of $50,000 
and a deficit of $5,000 at the date when the holding 
company acquired 90 % of its stock for $43,000. During 
the year th e subsidiary made a profit of $7 . 000. The 
balance sheet of A Company, the subsidiary, appeared 
as follows as of the date of acquisition byE Company 
the holding company: 
Assets 
A COMPANY 
BALNiCE SHEET, January 1 , 1925 
$45,000 
$45.000 
Capital Stock 
Deficit 
$50,00 
5!90Q 
$45.009 
The balance sheet of B Company as of the 
same date was as follows: 
Assets 
B COMPANY 
~ALANCE SHEET, January 1. 1925 
$100,000 
$100 ,000 
Capital Stock 
Surplus 
$75,000 
25,000 
,$100 ,000 
• 
SOLUTION WHEN INVEST:DiffiNT IS CARRIED AT COST: 
For purposes of this problem assume th~t 
Company B'a balance sheet did not change during the 
year. Company A's balance sheet would be effected 
by the following entry to reflect the profit o f $ 7000: 
Assets 
Surplus 
$7,000 
$7,000 . 
' To show the profit made 
during the year 1925. 
COMPANIES A AND B 
Asset s 
Other Assets 
Investment in Co. A 
(90%) Cost 
Eliminate book 
Co. B 
$57.000 
43,000 
value at acquisition: 
Capital Stock 90% 
Deficit 90% 
Goodwill 
$100,000 
Liab 111 t ies 
Capital Stock 
Co, B $75 ,000 
Co, A 
. Eliminate H,c. 90% 
Minority Int. 10% 
·Surplus 
_Co, B 25,000 
Co. A 
Minority 10% ~ .. ~ 
Present Surplus $2000 
c1 ·. Elim.H, C, 901" . 
Deficit at acqu i s . 
t50QQ 
surplus 
Incre a.se 90,,% $ 7000 $r.l~O-:-O ---:, o=o=o 
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Co. A 
$52,000 
Elim, 
$45,000 
4, 500 
$52 .000 $40. 500 
$50,000 
$45,000 
2,000 
4,500 
Cons. l:l ;s . 
$109,000 
2 ,500 
$111,500 
$75 , 000 
5,000 
.25,QOO 
200 
6. ;)00 
$52,000 $40,500 . $111,000( 
SOLUTION WHEN INVESTMENT IS CARRIED AT =l==OO=K= VALUE: 
When the investment account is carried. at the 
value shown on the books of the subsidiary, the holding 
company will make the following entry on its books to 
show the $7 ,000 profit made by the sub.sidiary· during the 
year: 
Investment in Co. A $6,300 
Surplus 
To take up 90% of the 
profit shown by the b ooks 
of Company A. 
COMPANIES .A_ AND B 
CONSOLIDATED WORKING SHEETS 
December 31, 1925 
Assets CQ. :b CQ. A E1im. 
Other Assets $57,000 $52,000 
Investment in Co.A 49,300 $46,800 
Goodwill 
Total $106! 300 $52 .000 $462800 
Lia't ili ties 
Capit 1 Stock 
$75,000 Co. i 
Co. A $50 ,000 $45 ,000 
Minority Interest 
Sur-olus 
c;. :b 31,300 
Co. A 2,000 1,800 
Minority Interest 
Total $1061300 $521000 $46 2800 
$6,300 
Cons. 
1.; a.l. Sheet 
$10.9,000 
2,~500 
$111:50~ 
'75. 0.00 
5,000 
31,300 
200 
$111!500 
In handl ing the investment account on the 
books of the parent company , it is, as a rule , advisable 
to carry the account at the book value of the stock as 
shown by the books of the subsidiary. It can be seen 
from a comparison of the two methods that, in compiling 
the consolidated balance sheet, matters are greatly 
simpl i fied if profits and losses of the subsidiary have 
been taken up ty the holding company. If this is done, 
we need only b e concerned with values as of the date of 
the balance sheet ~ in ·arriving at our figu re for goodwilla 
Othe rwise it is necessary t o consider values as of date 
of acquisition in connection with values as of the dat e 
of the balance sheet in order to obtain the correct 
amount of goodwill. 
The following conditions will affect the 
investment account of the l::ooks of the parent company : 
l . A profit mad.e by the subsidiary. 
2. A loss suffered by the sub s idiary. 
3. A dividend declared by the subsidiary. 
As shown in the · problem above, t he profi t made 
by the subsidiary is charged. to the in?estment account 
and credited to the surplus account on the books of the 
• 
parent company . A lose made ty the subsidiary is a 
charge to surplus and a credit to the investment 
account on the holding company's books for the 
holding compa.ny' e proportion of the l ose . When a 
dividend is declared and paid by the subsidiary the 
following entries are made on the holding company's 
books: 
1. 
Di vidend.e Receivable $000 
Cash 
Investment in X Co. 
To show dividend d.eclared 
by Y Co., and to reduce 
investment ac count by our 
share of the dividend. 
2. 
Dividends Receivable 
To record receipt of 
dividend declared by 
Cl)mpa:ny Y. 
$000 
$000 
$000 
The entries showing the parent company's 
share of the profit and lose are made periodically 
and are based.· on the balance sheet of the subsidiary. 
The entry reducing the investment account by the 
amount of dividends received. is made when the 
directorf3 of the subsidiary declare a di:vidend. If 
a stock dividend is declared no entry will ~e made 
60 
• 
by the parent company for, while the number of shares 
owned by t~e parent company is increased, its equity 
in the net aeeets of the subsidiary has not been 
changed. 
In compiling a consolidated balance sheet it 
is well to remember that w.hen the holding company 
carries the investL1ent account at cost, eliminations 
are based on book value at the date of acquisition. 
When the holding company takes up its share of the 
subsidiary's profits, losses, and dividends through 
the investment account, eliminations are based on 
book value of the subsidiary stock at the . date of the 
consol id.ated balance sheet • 
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CONTROL THROUGH MINOR HOLDING COMPANY 
In the process of combining a group of 
corporations it often happens that one company will 
hold controlling interest in another corporation and 
is itself controlled by a major holding company. 
Although the minor holding company controls its 
subsidiary, the major holding company controls the 
minor holding company and thus controls the entire 
organization • 
When there is control by the major holding 
company in this way, the advantage of carrying the 
investment account on the books of the minor holding 
company at book value are again apparent. If the profits, 
losses, a.nd dividends of the sub sid.iary have been taken 
up on the books of the minor holding company, the compil-
ation of goodwill, surplus, and minority interest ie 
grea.t ly facilitated on the consolidated balance sheet. 
The goodwill involved in the purchase of the 
minor holding company by the major holding company is 
the excess of the purchase price over the book value of 
the stock of the minor holding company at the date of 
acquisition. If the minor holding company has not taken 
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up the profits shown by its subsidiary, its surplus 
and net assets will be understated by the amount of 
profit shown by the subsidiary since the date of 
acquisition. Because of this understatement of book 
value of assets and surplus by the minor holding 
company, the goodwill on the consolidated balance 
sheet of the major and minor holding companies will 
be overstated if adjustments are not made. The surplus 
of the minor holding company will also be understated 
and as a result the surplus and minority interest shown 
on the c onsolidated balance sheet will be understated. 
Such overstatement of assets and understatement of 
capital and liabilities will result only if adjustment 
of the subsidiary's profit since the date of acquisition 
is not made. The fol lowing problem will illustrate how 
the carrying of the investment account of the books of 
the minor holding company will affect the! consolidated. 
balance sheet of the major holding company. 
Problem. 
Company E has a capital stoclt of $75,000 and. 
a surplus of $15,000 . It owns all of stock of Company C 
"tut has not t alr.en up the $10,000 profit ma.de by Company C 
since the date of acquisition. Company A purchases 
90% of the stock of Company E for $110.000. It is 
required t~ find the amount of goodwill and the 
min~rity interest shown on the consoli dated balance 
sheet of the three a::ompanies . 
Solution. 
Based on the values shown on th e books of 
Company B, the goodwill would be calculated as fol lows: 
Purchase price of 90% of stock 
Book value of 90% of stock : 
Capital Stock 90% of $75 ,000 
Surplus 90% of $15 , 000 
Total 
Goodwill 
$67 , 500 
13,500 
$ 110,000 
81 , 000 
.29,000 
On the same basis the liabil ity on t he 
consolidated balance sheet because of the minority 
interest would ue arrived at as follows: 
b oo k value of 10% of stock: 
Cap i tal stoc k 10% of 75,000 
Surp lus 10% of 15 , 000 
Total Minority Inte rest 
$7 .500 
1, 500 
$9,000 
However t h e $10 , 000 profit made by Company C 
since th e date of acquisition by Company B has no t been 
considered and the t ook value of the sto ck of Company E 
will have to be adju sted by this amount t o arrive at the 
t r ue figures for goodwill and mi nority inte:J.•e st on the 
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consol idated balance sheet. The f ollowing figures take 
the 10,000 profit into consideration : 
To calculate amount of goodwill: 
Purchase price of 90% .of stock 
Book value of 90% of stock: 
Capital Stock 90% of $75 ,000 
Surplus 90% of $15,000 
Earnings of Company C since 
date of acquisition by Co. E 
Total 
Goodwill 
of Co. E 
$67 ,500 
13,500 
9 , 000 
$110,000 
90, 000 
$20 , 000 
To calculate liability on account of minority int ~rest: 
Book value of 10% of stock: 
Capital Stock 10% of $75,000 
Surplus 10% of 15,000 
Earnings of Company C since 
date of acquisition 10% of $10 ,000 
Minority Intere st 
$7 , 500 
1,500 
1 , 000 
~10 ,000 
If Company B had taken up the profits as shown 
by the books of Company C no consideration of the earnings 
of Company C since the date of acquisition would be necessary 
for the profit would have ~ee~ included in t h e s u r plus of 
Company :b l::y a periodic charge to Investm~nt in Company C 
ana a cred.i t to its Surplus account. \Vhen there is a 
purchase of stock of a minor holding company by a majo r 
holding company the need of complicated adjustments is 
eliminated if pro[:its of the su _'Sidiary have b een taken 
up on the books of the minor holding company. If th e 
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profits, losses and dividends of the subsidiary have 
been reflected in the investment and surplus account of 
the minor holding company, the calculation of goodwill 
and minority interests 1.:-y the major holding company 
can be made directly from the value as shown by the 
books of the minor holding company. 
In compiling a consolidated balance sheet 
for a group of affiliated companies the question of 
intercompany stockholding may arise and cause some 
trouble. Stock ?f t h e parent company or of another 
subsidiary purchased and held by a. subsidiary is an 
intercompany transaction which must be eliminated eo 
it will not affect the coneolidat ed balance sheet~ . 
A true balance aneet is dependent upon the proper 
valuation of all assets and liabilities of the 
c ombined corporations. In order that the stock of 
the parent company held by the subsidiary may be 
el iminated at its true value it is necessary to know 
t he book value per share of the parent company' s stock. 
Likewise it is necessary to know th~ book value of 
t he subsidiary's stock be fore arriving at the book 
val ue of the holding company's stock. Also the b oo k 
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value of the stock of each company will vary from 
period to period because of profits made o~ losses 
suffered or dividends declared. So it is necessary 
to arrive at the true value of the stock of each 
company before compiling a period.ic balance sheet. 
The method. of handling these inter-dependent 
varia"tles may best be illustrated in a problem 
involving them. 
Problem • 
l:.elow a.re shown the balance sheets of 
three a.ffi liR.ted companies as of December 31, 1925 
imrned.iately after the purchase of stock by the 
parent company. 
C01:IPANY A 
bALANCE SHEET, December 31. 1925 
Assets Liabilities 
Other Assets 
Investment in Co. E 
Investment in Co. C 
$100 ,000 
80,000 
55,.000 
Capital Stock $200,000 
Surplus 35,000 
$235,000 
COMPANY B 
bALANCE SHEET, December 31, 1925 
Assets 
Other Assets 
Investment in Co. A 
Investment in Co. C 
$82,000 
9,000 
7,000 
$98,000 
Lia1ili ties 
Capital Stock 
Surplus 
$235,000 
$75,000 
23,000 
$98,000 
. COMPANY :C 
EALANCE SHEET, December 31, 1925 
Assets 
Other Asset s 
Investment in Co. A 
Investment in Co. B 
$5.7,500 
11,000 
8 , 000 
$76 , 500 
Liabilities 
Capital Stock 
Surplus 
$75,000 
1,500 
$76,500 
The following schedule shows the pe rcentage 
of stock that each corporation holds in the other 
corporations: 
Stock of 
Co. A co. E c~ c 
Company A owns so% 75'%!'¥r 
Company I · owns 4% 10% 
Company c owns 5% 10.% 
The investment accounts on the books of each 
company represents the cost to each corporation of their 
holdings in ea.ch of the other companies. 
It is required to set up a. consolidated 1ala.nce 
sheet as of December 31 , 1925 and to adj ust the invest-
ment account to a book value basis. 
Solution, 
In order to eliminate the intercompany stock-
holdings it · is necessary to know the book value of the 
stock of each company. ~ut the book value of one 
company is depend.ent upon the book value of each of the 
68 
~ther two companies and the took value of each of the 
other two companies is dependent on tne book value of 
the fi rst company. Therefore it is necessary to devise 
some means of ascertaining the book value of each 
company. Through the use of simultaneous equations 
it shall be shown how each of these book values of stock 
is arrived. at . 
Let a~ book value of Co. A' s stock 
~ = ~ ook value of Co. B•s s t ock 
c : Book value of Co. c• s stock 
1. a g 100,000 + .90b + .75c 
This is so because the net value of Company 
A's other assets plus 90% of the book value ~f 
Company :E plus 75% of the book value of Company C 
equals the tota.l value of the net assets of Company A 
or the Cap ital Stock plus the Surplus of Company A. 
2. b ~ 82 , 000 + .40a + .lO c 
This is so because of reasons similar to 
those shown i n equation numb er 1. 
3 ~ c : 57 , 500 + .05a + .lOb 
The reason for this equation is the same 
as tha.t given in the previous equations. 
4. 2a s 200,000 + 1.80b + 1.50c 
Multiply both sidea of equation # l by 2. 
5. 15b = 1,230fooo + .6oa. + 1.50c 
Multiply both sides of equation #2 by 15. 
6. 15"b .... ~a a 1,030,000- 1 . 801:> + .e.oa 
Subtract equation #4 from equation #5 to 
eliminate C. 
7. 1~.801 ~ 1,030,000 + 2.608 
Combine the terms in equation #6. 
8. lOb g 820,000 + 40a + c 
Multiply equation #2 by 10. 
9. 9~90b = 8??,500 + . 45a 
Add equation # 8 , a.nd equa.t ion #3 to 
eliminate C. 
--------
10. 3.36b : 206,000 + • 52a. 
Divide both sides of equation #? to 
simplify the terms. 
11 . 5.148b : 456,300 + .234a 
Multiply both sides of equation #9 ly .52. 
12. 1 . 512b 8 92,700 + .234a 
Multiply both sides of equation #10 by • 45. 
13. 3 . 6361 ~ 363,600 
Subtract equa.tion #12 from Equation #11 
to eliminate A. 
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14. b ~ $100,000 book value of Co. b'a stock 
Divide both sides of equation #13 ly 3.61. 
15. 151,200 ~ 92,700 + .234a 
Substitute 100,000 forb in equation #12. 
16 •• 234a a 58500 
Combine terms in equation #15. 
17 . a R $250,000 look value of Co. E's stock 
Divide both sides of equation #16 by • 234a. 
18. c = 57,500 + 12,500 + 10 , 000 
Substitute value of a and b in equation #3 
19. c a $80 , 000 book value of Co. C's stock 
Combine the terms in equation #18. 
From the above equations the net worth of 
the affiliated companies may be summarized as fol lows : 
Company A 
Comp any b 
Company C 
$250,000 
100,000 
80,000 
The subsidiaries who have carried their holdings 
of stock at cost before a.cquisition 1 y the holding 
company wi 11 now adjust their investment accounts to actual 
book value in order that a true condi t ion of mi~ority 
interests may le shown. The following entr ies will 
g i ve effect to the adjustment: 
7 1 
Entry in Co, B's Eooks 
Investment in Co. A 
Investment i n Co. B 
Surplus 
$1,000 
1,000 
To adjust book value 
investment accounts to 
of 
act ual 
value .. 
4% of stock 
is 
Carried. at 
of Co. A $250,000 
$10 ,000 
9,000 
$2 , 000 
Increase 
10% s tock of 
Carried at 
Increase 
$1 , 000 
Co.C-$80,000 is $8 , 000 
7,000 
Entry in Co. C's books 
Investment in Co, A 
Investment in Co. 
Surplus 
$1,500 
2;000 
To adjust book value of 
investment account s to actual 
value. 
5% of Co. A's 
is 
st oc k $250 , 000 
$12,500 
11,000 Carried at 
Increase 
10% of Co. 
is 
Carr ied at 
Increase 
~·s stock $100,000 
$10,000 
8 , 000 
$1,000 
$3 ,500 
$1,500 
$2, 000 
Th e bala.nc e sheet of the two subsidiaries 
after these adjustments have been made wil l appear 
as follows: 
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Assets 
Other Assets 
Investment in 
Investment in 
Assets 
Other Assets 
Investment in 
Investment in 
COMPANY B 
$82,000 
Co. A 10,000 
Co. C 8,000 
$100,000 
COMPANY C 
Co • . A 
Co. B 
$57,600 
12,500 
10,000 
$8~~000 
Lia.bili ties 
Ca.pi tal Stock 
Surplus 
Lia.bili ties 
Capital Stock 
Surplus 
$75,000 
25,000 
$100 . 000 
$75,000 
5,000 
$80,000 
On the basis of Co. A' a balance sheet as 
shown and on the adjusted balance sheets of Companies 
E and C we shall pompi le the consolid.ated balance sheet 
of the affiliated companies. As previously expla.ined, 
a holding company may employ. one of four methods of 
handling the excess of 'took value over cost when the 
stock of the subsidiaries has been acquired for leas 
than book value. These four methods are: 
1. Deduct ~~ •xces.s , fr.om Goodwill wherever found 
2. Write off excess against overvalued assets 
3. Set up reserve for overvaluation of subsidiary's 
assets 
4. Credit excess to Capital Surplus if no over-
valuation exists. 
In this case we shall proceed upon the assump-
tion that there is no overvaluation of assets and that 
. 
the excess is properly an addition to Capital Surplus • 
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WORKING PAPERS - CO . A AND SUBSIDIARIES - CO . B. AND CO . C. 
DECEMBER 31, 1925 
Cor. · 
Asae.ll Co . A. Co. B. Co . C. Elim . Bal. Sheet 
Other Assets $loopoo $82 , 000 $57,500 $239,500 
Inves tment in Co. A. 10,000 12 ,500 
Investment in Co. B~ 80,000 10,000 
Investment in Co. c. 55 ! 000 8,000 
Total $235 ,000 $100 ,000 $80,000 $175~500 $239, 500 
Liabilities 
Company A. 
Capital Stock 200,000 18,000 182 , 000 
-..:J 
Surplus 35,000 4 ,500 30 , 500 
~ Capital Surplus 15,000 b 5,000 
10,000 
Company B. 
Capital Stock 75,000 7 5 ,ooo 
Surplus ' 25,000 .25, 000 
Com:ean1 c. 
Capital Stock 75,000 63 ,750 
Minority Interes t 11,250 
Surpl us 5 , 000 4 , 250 
Minority Interest 750 
TOTAL -·J ~ .. - $235,000 $100,000 $80,000 $175,500 $239 ,500 
• 
• 
• 
CO, A ~fD SUBSIDIARIES CO, E AND CO. C. 
CONSOLIDATED LALANCE SHEET--December 31, 1925 
ASSETS 
Total Net Assets 
LIAbiLITIES 
Minority Interest: 
Company C 
Capital Stock $11,250 
Surplus . ?50 
Total 
Capital Stock--Company A 
Surp lus· 
Capital Surplus 
75 
$239,500 
$12,000 
182,000 
30,000 
: -15,000 
$239,500 
• 
• 
• 
OTHER CONSOLIDATED STATEMENTS. 
At the close of each fiscal period it is 
customary to prepare for the affiliated companies, 
1. A Consolidated Balance Sheet, 
2. A Consolidated Surplus Statement, 
3. A Consolidated Statement of Cost of Goods 
Sold., and 
4. A Consolidated. Profit and Lose Statement. 
From the data given in the following example 
we shall compile consolidated surplus, profit and loss, 
and coat of goods sold statements. The problem shall 
be worked on the basis that the investment account is 
to be carried on the books of the parent company at 
the book value of the stock as shown on the books of 
the subsidiary. 
Below are shown the profit and loss statements 
and the cost of goods sold statements of Company A and 
its subsidiary E for the year ending December 31, 1925 • 
76 
• 
• 
• 
COMPMrY A AND SUBSIDIARY E 
PROFIT AND LOSS STATEMENT FOR YEAR ENDING December 31. 1926 
Sales 
Less: Cost of Goods Sold 
Gross Profit on Sales 
Less: Selling Expense 
Net Profit on Sales 
Less: Administrative Expense 
Net Operating Profit 
Add: Eond Interest Received 
Total 
Lees: Eond Interest Paid 
Net Profit for the Year 
7.7 
Co. A 
$150,000 
' 90,000 
60,000 
12,000 
48,000 
15,000 
33,000 
5,000 
38,000 
38,000 
Co. B 
$100,000 
60,000 
40 ,ooo 
18,000 
22,000 
7,000 
15,000 
15,000 
6, 000 
9,000 
• 
• 
• 
COMPANY A AND SUBSIDIARY B 
STATEMENT OF COST OF GOODS SOLD FOR THE YEAR ENDING 
---- ~December 31, 1925 
Co. A Co B 
Inventory Goods in 
?rocess Jan. 1, 1925 
Mat erial a Us_ed: 
Inventory Jan.l,l925 
Purchases 
Total 
Less : Inventory 
Dec,3l, 1925 
Materials used 
Direct Labor 
Manufacturing Expenses 
Total 
Less: Goods in Process 
December 31,1925 
Cost of Goods manufac-
tured 
Add: Inventory of fin-
ished Goods Dec.31,1925 
Total 
Less; Inventory of Fin-
ished Goods Dec.31,1925 
Cost of Goods Sold 
$6~:090 
75,000 
81,000 
11,000 
70,000 
15,000 
15.000 
$20,000 
100,000 
120,000 
21,000 
99,000 
13,000 
112,000 
22,000 
90,000 
$2,000 
70,000 
72,000 
7.000 
65,000 
10,000 
6,000 
The sales of Company A include the sale of 
$5,000 
81,000 
86,000 
12,000 
74,000 
7,000 
81,0)0 
21,000 
eO,OOO 
a machine to Company B for $5,000 which is at 25 per cent 
over cost. Company B has written off 10 per cent depr e-
ciation on this machine during 1925, The Bond Interest 
Received shown on Company A's books is interest on bond.s 
issued by Company B. During the year Company B has 
declared and paid a $5,000 dividend. Company A holds 
90 per cent of the stock of Company b. The surplus accounts 
a• of January l, 1925 were: 
Company A 
Company 13 
718 
$50,000 
25,000 
• 
• 
• 
SOLUTION 
Eelow are shown the affiliated companies 
statements together with eliminations of intercompany 
transactions and consolidated statements for the year 
1925. 
C011JPANY A AND SUJ3SIDIARY B 
CONSOLIDATED STATEMENT OF COST Q} GOODS OOlJl.,.WORKING PAPERS. 
For Ye ar End:ing De cember 31. 1925 
Materials used: 
Inventory, 1/1/25 
Purchases 
Total 
Less: Inventory 
12/31/ 25 
:nt::A.terial Used 
Dir·· ct Labor 
Co. A 
$6 , 000 
75,000 
81,000 
11,000 
70,000 
15,000 
Manufactur ing Expense 15 . 000 
Total 100,000 
Add: Goods in Process 
1/1/25 20,000 
Total 120,000 
Lese: Goods in Process· 
12/31/25 21,000 
Cost of Goods 
Manufactured 
Finished Goods 1/ 1/25 
Total 
Finished Goods 
12/31/25 
Cost of Goods Sold 
99 , 000 
13,000 
112,000 
22,000 
90,000 
Co , B 
$2 , 000 
70.000 
72,000 
7 ' ·)00 
65 ,000 
10,000 
6, 000 
81 , 000 
5 , 000 
86,000 
12,000 
74,000 
7,000 
81,000 
21,000 
60,000 
Elim, 
$2, 800(b) 
600(b) 
6001b) 
100 (a) 
one, 
Cost of Sales 
$8 , 000 
145 , 000 
153 , 000 
18 , 000 
132,200 
24,400 
20 . 300 
176,900 
25, 000 
201 , 900 
33 , 000 
168,900 
20.000 
188 , 900 
43,000 
145 , 900 . 
(a) This elimination takes care of the excess depre-
ciation written off by Company B because of inte rcompany 
• 
• 
profit on sale of machine by A to E 
Selling Price of Machine 
Cost 4/5 of $5,000 
Profit on Sale 
10% of $1,000 
$5,000 
4,000 
1,000 
100 
(b) This elimins.tion takes care o f the sale of the 
machine to Co. B, The coat of $4,000 is divided over 
the three elements of cost on the basis of t he total of 
each of the four elements as shown below: 
Materials Used $70 , 000 
Direct Lalor 15,000 
Manufacturing Expense ~ 15,000 
$100,000 
70% 
15 
15 
COMPANY A AND SUESIDIARY 13 
$2,800 
600 
600 
$4 ,000 
fONSOLIDATED PROFIT AND LOSS STATEMENT-- WORKING PAPERS 
For Year Ending December 31, 1925 
Sales 
Less: Cost of Sales 
Gross Profit on Sale s 
Less: Selling Expenses 
Net Profit on Sales 
Less: Administrative 
Expenses 
Net Operating Profit 
Ado: lond Interest 
Received 
Total 
Less: Eond Intere st 
Paid 
Net Profit 
Minority Interest . 
10% of Co. B 
Holding Co.'s Earnings 
Co. A 
$150,000 
90.000 
60,000 
12,000 
48,000 
15,000 
33 , 000 
5,000 
~8,000 
$38, 000 
Co. B 
$100,000 
60 ,ooo 
40,000 
18,000 
22,000 
7,000 
15,000 
15 , 000 
E,OOO 
$9,000 
900 
E1im 
$5,000 (a) 
4,100("t) 
5,000(c) 
5,000(c) 
Cons. 
P. & L. 
$245,000 
145.900 
99,100 
30,000 
69,100 
22 , 000 
4?,100 
47,100 
1,000 
$46,ct00 . 
900 
$ 45 200 
(a) This elimination is to take care of the sale of 
the machine by Company A to Company B. 
• 
• 
• 
(b) Thi s elimination is the total of those 
appearing on the Statement of Cost of Goods Sold. 
(c) This is to eliminate interest paid by 
Compa.ny :B on its bonds held. by Company A. 
COMPANY A AND SULSIDIARY :B 
CONSOLIDATED SURPLUS STATEMEliT--WORKING PAPERS 
For Year En4ing De cember 31, 1925 
Co, B 
Company A--1/1/25 
Dividends of Co. A 
1925 Profit 
Co, A 
$50,000 
4,500 
38,000 
Elim. 
$ 22,500 da) 
4,500 ) 
900 b} 
8, 100 (c) 
22,500(d) 
4, 500 (a) 
Cons~ 
Surplus 
$?2,500 
90% of Co.E 's Profit 
Company B--1/1/25 
Dividends Paid . 
1925 Profit 
$25,000 
5,000 
9,000 
3? , 100 
8,100 
2,500 
500 
90% to Co. A 
Surplus 12/31/25 
.. . ·. -. 
$92 , 500 $29,000 
8,100(c) 900 
$120' 600 
(a) The divid ends paid by Co. E to C·:>. A e.re 
elimin~tted. as they do not affect the organization as a 
whole, The div i dends pe.id to minority stockholders 
amounting to $500 is shown as a deduction from Surplus. 
(b) This elimination is the net figure shown in 
the elimination column on the profit and loss working paper . 
(c) This takes care of the portion of Company ~'s 
I 
earnings f or the year which belong to Company A. The 
balance of $900 is the portion ,of Company b's 1925 
I Profit belonging to the minority interest, 
• 
(d.) The surplus of Company B as of January 1, 1.925 
is split between t 'he parent company and the minority inter est 
in the ratio of the i r stock ho]dings. 
COMPANY A AND SUESIDIA.~Y l3 
CONSOLIDATED SURPLUS STATIDAENT 
For Year Ending Decemler 31, 1925 
Surplus, January 1, 1925 
Profit for 1925 
Surplus, December 31, 1925 
(Pe r Consolidated :Eale.nce Sheet) 
MINORITY INTEREST IN COMPANY B 
Surplus, January 1, 1925 
Profit for 1925 . 
Tot al 
Lias: Dividends Paid 
Surplus, December 31, 1925 
$72 , 500 
45 ,200 
$117,700 
2,500 
900 
$3 ,400 
500 
$2, 900 
To take care of the profit made by Company 
:E. during 1925 a.nd the dividends paid, Company A will 
make the following entries on its books: 
Investment in Co. E 
Surplus 
1.------
$8 ,100 
To increase our investment 
account in Co. b by the amount 
of our share of prof'i t made by 
Co. B during 1925 
90% of $9 ,000 = $8,100 
2. ------
Cash $4,500 
Investment in Co. B 
To reduce the investment 
account by amount of di vidends 
paid us by Co. B. 
82 
$8,100 
$4,500 
• 
• 
• 
Since the parent company ha-s followed. the 
procedure of taking up the profits of the subsidiary 
and carrying the investment account at book value, the 
elimination 0 f the subS idiary•' IS surplus as 0 f 
January 1, 1.025 can be applied. against the surplus of 
the parent company as of January 1, 1925. If the 
investment account was carried at coat, it would be 
necessary first to eliminate the holding companies 
portion of the subsidiary's su~plus a.s of the date 
of acquisition and then split between the pare nt 
company and the minority interest the increase or 
decrease in the subsidiary's surplus since the date of 
acquisition. In following out the idea of carrying the 
investment account ~.t book val~e, much lees work is nee ... 
esaary in compiling the consolidated. statements • 
• 
• 
• 
-=I=N=C=OME==. TAX LAW AND ITS EFFECT ON cm~a:- IN X! IONS. 
Section 203 of the Revenue Act of 1926 makes 
the following provision to allow two or more corporations 
to amalgamate without liability for taxes on book profit 
result ing from the combination: 
"No gain or loss shall be recognized if stock 
or securities in a corporation a party to a reorganization 
are, in pursuance of the plan of reorganization, exchanged 
solely for stock or securities in such corporation or in 
another corporation a party to the reorganization. 
The term 'reorganization' means a merger or 
consolidation and includ.es the acquisition ty one corpor-
ation of at least a majority of the voting stock and at 
least a maj ·;)rity of the total number of shares of all 
other classes." 
Corporate reorganizations which do not 
materially affect the property rights of either stock-
holders or of the corporations are exempt from any tax 
on a book profit. It is recognized by the law that 
such reorganizations e.re made desirable 'by business 
conditions. In confo r mity with the principle of 
ignoring for tax purposes those reorganizations which 
84 
• 
• 
• 
result merely in a change in form, the statute also 
provides that stock received by the stockhold.ers in 
connection with the reorganization shall h ave the 
same basis for the purpose of determining gain or 
loss f r om its sub sequent sale as t h e stock surr ender ed 
'Ly them and that t he as sets acquired by the corp orati on 
sh all have the same basis for depreciation and for 
determination of profit or loss as they had in the 
hands of the corporation from wnich they were 
acquired • 
It is also provided by Section 203 of t h e 
Revenue Act that in case cash or property oth er t h an 
stock of t h e corporations interested in the reorgan-
ization is transferred as well as the stock of t h e 
co r poration, the taxable profit shall not exceed t he 
amount of cash received or the fair market value of 
such property. 
Although combinations or reorganizations 
are not discouraged by subjecting them to taxes on 
book profits, a reorganization may be carried through 
in such a manner as to make the parties liab le for 
i ncome taxes or even produce results which will b ring 
a double tax on the s&ae profit • 
85 
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Example:- A, :B and. C are the owners of all the stock of 
Company X. The balance sheet of Company X as of December 
31, 1925 appeared as follows: 
COMPANY X 
EALANCE SHEET, December 31, 1925 
Assets 
Real Estate 
Machinery 
Merchandise 
Cash 
$500,000 
200,000 
75,000 
25,000 
$800,000 
Liabilities 
Accounts Payable 
Capital Stock 
Surplus 
$25,000 
700,000 
?5,000 
$800,000 
Company Y wishes to purchase the business of 
Company X for $1,000,000. In 1918 A,· B and. C purchased 
their holdings in Company X for $600,000. Company X 
decides to sell its net assets to Company Y at the 
price mentioned and to dissolve. 
In this case Company X would. make an actual 
profit of $225,000 upon which it would have to pay a 
tax at· the regular rates. When Company X distributes 
the $1,000,000 to A, B,and C , the stockholders, they 
also will be liable for income tax on their profit to 
the extent of $400, o.oo minus taxes and other expenses 
paid by X. This profit will be treated as a dividend. 
by A, B, and C and they will pay the surtax on the 
amount • 
'• ... ( •• c-
86 
• 
• 
• 
Now let us consider how this injustice of 
double payment of taxes raay be avoid.ed. If the stockl-J.olders 
of Company X sold their stock to Company Y for the $1 ,000,000 , 
Company Y would gain complete control of Company X as it 
did by purchasing the net assets of Company x. The stock-
holders would pay the ordinary normal and surtax rates on 
their $400,000 profit or would pay the 12 1/2% on this 
capital gain if it was to their advantage. Company X 
would have no tax to pay in this case as it was not 
affected by the transaction between its stockholders and 
Company Y. 
Although the Statute recognizes the necessity 
of reorganizations and. permits combinations to be effected 
without taxation when the property rights of corporations, 
or sh areholders are not materially affected, we can see 
from the above illustration that double taxation may 
result if the reorganization is ·not properly handled. In 
the case stated it cannot 1e denied that the Corporation 
made a profit and it is evident that stockholders also 
gained by the sale of the assets and the dissolution of 
Company X. Nevertheless when the legal fiction of the 
corporation is disregarded, it is plain that there was only 
81 
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one profit and that profit accrued to A, E, and c. 
Also whatever taxes were paid, whet~er by the 
corporation or by the stockholders, eventually were 
paid by the stockholders for their profits were 
reduced by the amount of tax paid by the corporation. 
So when a combination of two or more corporations is to 
be effected, the Income Tax Law should be considered 
in order that duplication of taxes on the same profit 
may not result from the method chosen to bring about 
the desired result. 
If two or more corporations reorganize by: 
1. The dissolution of Corporation X and the sale 
of its assets to Corporation Y, or 
2. The sale of its property by X to Y, or 
3. The sale of the stock of X toY, or 
4. The merger of X into Y, or 
5. The consolidation of X andY, or 
6. The acquisition by Y_of a majority of the 
voting stock ~d a majority of the total 
number of shares of all other classes of 
stock of X or of substantially all the 
properties of X, or 
?. The transfer by Y of all or a part of its 
assets to X where immediately after the 
transfer Y or its shareholders are in control 
of X . 
88 
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then no taxa~le income is received from the transaction 
by Corporation Y or X if the sole consideration for the 
transfer of assets is the stock or securities 6' 
Corporations Y or X; nor is any taxable income from the 
transactions received by the stockholders of either 
Corporation Y or Corporation X. 
The word "control" as used above is defined 
by section 203 of the Statute as follows: 
.. As used in this section the term "control" means 
the ownership of at least 80 per centum of the voting 
stock and at least 80 per centum of the total number of 
shares of all other classes of stock of t he corporation~. 
In cases of reorganization where stock of one 
corporation is exchanged: 
1. For stock and securities in another corporation, 
and 
2. For ca.eh and other property 
.th.en _the gain, if any, to the recipient will be recognized 
in an ~aunt not in excess of the sum of money and the 
' fair market value of the other property. However , no 
lose will le recognized by the Statute if the recipient 
'- ) 
• 
• 
has suffered a loss from such a. transaction. 
The special rate of tax on capital gains has 
been referred to above. A capital gain is profit on 
the sale of a "capital assets". The term "capital asset" 
ie defined to mean property held by the taxp~er for more 
than two years, wheth er or not connected with his trade or 
business, but not including stock in trade of the ta~ 
payer. If property is exchanged for like property on 
which exchange no loss or gain has been recognized 
the :property is a "capital asset" if the total per iod 
is more than two years. Instead of the regular rates 
of normal and surtax, the taxpayer may pay a tax of 
1 2 1/2% of the ca;pi tal gain if he so desires. If a 
stockholder of a corporation is subject to a tax b ecaus e 
of a taxar·le profit resulting from a reorganization h e 
may take advantage of this provision if he has held his 
at ock for more than two years. ln the c ase of a corpor-
ation it is not necessary to distinguish between cap i tal 
and ordinary gains for only an individual may take ad-
vantage of the special rate for capital gains. 
Corporations which are affiliated within the 
meaning of the Statute may file separate returns or ,may ·; 
90 
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with the consent of the Commissioner of Taxation, file 
a consolidated return for the affiliated group. If a return 
is made on either basis, the basis chosen must be 
adhered to in subsequent years. 
Although the filing of separate returns for 
each of the companies will necessitate the inclusion of 
intercompany profit, the tax on the organization . i's 
not thereby increased n~ it may appear to be for the 
intercompany profits included on the return of one 
company will be deducted on the returns of the other 
companies as expenses. However the profit may be 
included on a return of a year of high r ates while the 
deduction for expense may be taken by the other corpor-
ation over a number of years when the rates are lower. 
Fo r example, suppose Company A, who held all the stock 
of Company :B, purch ased a machine from Company 1> in 
1917. The profit on the sale of t h e machine would be 
shown on Company B's separate return for 1917 while t h e 
charge for depreciation would be written off year1y by 
Company A. If the companies reported their combined 
income, the intercompany profit would be eliminated 
and the annual depreciation charged of by Company A 
would be reduced also. 
• 
• 
J 
• 
Two or more corporations will be deemed to 
be affiliated within the meaning of tho Statut~ if 
one corporation owns at lee.at 95 percent of the voting 
stock of the other corporation or corporations ~ or if 
at least 95 percent of the voting stock of two or more 
corporations is held ~Y the smne interests. For purp oses 
of the Statute the words "the same interests" shall 
be deemed to mea~ the same individuals, partnerehips· or 
corporations. When the stock of two or more corporations 
is owned by two or more individuals, by two or more 
partnerships, or by two or more corporations, the 
corporations will not be held to be affil i ated unless 
the percentage of stock of such corporations held by 
each individual, by each partnership , or by each 
corporation is substantially the same in each of the 
corporations • 
• 
• 
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